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KEY ECONOMIC 


DOMESTIC ECONOMY 


Population (millions) (growth rate 2.7-3%) 
GDP (LE billion, current prices) (2) 
GDP/Capita (LE, current prices) 
Gross fixed investment (LE billion) (2) 

Of which public sector (percent) 
Urban consumer price increase (percent) 


BALANCE OF PAYMENTS ($ millions) (3) 


Trade balance 
Exports (f.0.b.) 
Of which: petroleum (crude & product) 
Imports (c.i.f) (4) 
Services balance 
Receipts 
Of which: Suez Canal dues 
Investment income 
Tourism (5) 
Payments 
Of which: interest payments (6) 
Transfers 
Governmental (7) 
Worker remittances (8) 


Current account balance 

Long-term capital balance (6) 

Balance on current and long-term capital payments 
Additions to debt-service arrears 

Total external debt ($ billions) 


U.S.-EGYPT BILATERAL RELATIONS (9) 


U.S. aid to Egypt (US fiscal year, $ millions, obligations) 


Economic grant aid 
Military grant aid 
Agricultural commodity loans (PL480) 
Commodity export credit guarantees (GSM 102) 
U.S. trade with Egypt (calendar year, $ millions) 
Exports to Egypt 
Imports from Egypt 
U.S. direct investment _in Egypt (end-year stock) 
Of which petroleum 
Repatriated income from U.S. direct investment 
Of which petroleum 


Reinvested earnings in U.S. direct investments 
Of which petroleum 


Egyptian debt to the U.S. Government ($ millions) 
Total 


USAID 

Foreign Military Sales 
PL-480 

Commodity Credit Corporation 
Eximbank 


Outstanding 


INDICATORS (1) 


FY83/84 FY84/85 FY85/86 FY86/87 FY87/88 


47.2 wee 
27.9 44.0 
591 
6.6 
79 
20 


70 


33.1 36.4 


1984 1985 1988 


2696 2506 2374 
1065 
1175 

236 


218 


806 
1300 
i” 
229 


705 
1300 
171 
198 


2704 
173 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 


2323 
79 
1926 
1635 
485 
457 
39 
22 


2210 
498 
1663 
1400 
186 
201 
-190 
-157 


N/A 
N/A 
N/A 
N/A 
N/A 
N/A 


Payments due (prin. + int.): 
During 1989 During 1990 
92 948 


112 
604 
100 
107 

25 


6/30/88 
11731 
2605 
5775 
2632 


522 
197 


(continued on page 3) 


1989 


2500 
(est) 
930 

1300 
170 
200 


1610(9 months) 
187(9 months) 





GOVERNMENT FISCAL OPERATIONS (LE millions) (10) FY83/84 FY84/85 FY85/86 FY86/87 FY87/88 FY88/89 


Revenues 10371 
Central Government 


Taxes 
Company profit 
of which: Egyptian Gen’l Petroleum Co. 
Suez Canal 
Personal income 
Property 
Consumption 
Import duties 
Stamp and other taxes 
Non- tax 
of which: EGPC profit transfer 
Suez Canal profit transfer 


Local government and public authorities 
NPE (11) self-financed investment 


Expenditures 
of which: Wages 


Interest on domestic gov't debt 
Subsidies 

Transfers to NPEs (11) 
Investment 


Gross deficit 
(as percent of GDP) 
Domestic financing 
External financing (net) 
Other (incl. external debt service arrears) 
Gov’ t/public sector employment (millions) (12) 


(1) 


(2) 
(3) 


(4) 
(5) 


(6) 


(7) 
(8) 
(9) 
(10) 


(11) 
(12) 
(13) 


Primary sources are Egyptian and U.S. Government official data, IMF International Financial 
Statistics, World Bank World Development Report, amd Embassy estimates. Egyptian fiscal year 
is July-June. 

Government estimates; they exclude the large volume of small-scale private sectwr ventures in 
Egypt and are consequently understated by a significant margin. 

Central Bank data; compiled on a cash basis; exclude the large volume of outward short-term 
private capital flows (capital flight) and all accumulation of debt-service arrearages. 
Exclude imports financed by grant aid. 

Data as reported by banks; generally assumed to understate actual flow; extrapolations on 
the number of tourist nights in hotels suggest actual flow at least double the recorded 
figure. 

Data on debt principal and interest payments are om a cash basis, excluding the arrearages 


that Egypt has been running since 1980. Military loan drawings and repayments are generally 
excluded. 


Cash aid. 

Central Bank estimates based on surrogate data. 

ALL data on U.S.-Egypt relations are from the U.S. Government. 

Data are actual results through FY86/87, budget auithorizations for FY87/88 and FY88/89. 
Actual results diverge strongly from authorizations, so comparisons between actuals and 
budgeted can be misleading. 

Non financial public sector enterprises. 

Excludes military. 

The figure for calendar year 1988 (ending 12/31/88) was 22 percent. 
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SUMMARY: Egypt’s economic situation remained depressed in 1988. 
Foreign exchange revenues rose but remained well short of the amount 
required both to finance a level of imports consistent with economic 
growth and to meet Egypt’s large debt-service obligations 
(notwithstanding the May 1987 Paris Club debt rescheduling). Debt 
service lagged and with it access to new foreign credits. Investors 
remained reserved in the absence of decisive action to improve the 
conditions for investment and only a few sectors (notably tourism) 
showed buoyancy. The government held firm to its commitment to 
provide essential goods and services to the Egyptian people at 
highly subsidized prices despite the tighter conditions of foreign 
exchange availability. With no major new revenue measures, the 
budget deficit continued to contribute to inflation. Capital flight 
by all appearances continued in spite of the initiation of 
regulation of the so-called Islamic investment companies that had 
been alleged to be major intermediaries in transferring funds 
abroad. The rate of inflation at the consumer level may have 
subsided somewhat but, running still in the 20 percent range, 
remained a strong source of concern to those with limited incomes. 
Unemployment, particularly among young adults, continued at 
worrisome levels. 


The Egyptian Government has committed itself to rectify Egypt’s 
economic problems. It has announced that investment laws will be 
revised to provide greater stimulus to private enterprise and that 
public sector companies will be given greater latitude--and 
responsibility--to operate profitably. It has pledged to enact 
measures to increase government revenues and rationalize subsidies 
so as to reduce the need for borrowing and inflationary money 
creation. It has launched a campaign to promote exports. It has 
approved several dozen new oil exploration concession agreements 
with foreign companies to extend the horizon of oil and natural gas 
production in Egypt. It is encouraging the private sector to 
develop the highly promising tourism sector. It has liberalized 
somewhat foreign-exchange controls and regulations. Finally, in 
January, it invited the International Monetary Fund and World Bank 
to resume negotiation of a package of domestic economic reform 
measures and external financial support that could place Egypt on 
the road to renewed economic health. The coming period will show 
whether the actions already taken and being contemplated will 
suffice to bring substantial improvement in the Egyptian economy. 


CURRENT ECONOMIC POLICY: The Egyptian Government has in the past 
several years undertaken to implement necessary economic reform 
while at the same time maintaining its commitment to the social 
compact that major segments of the Egyptian population still 
perceive as the basis of their economic security. Since his 
appointment in November 1986, Prime Minister Atef Sedki has 
repeatedly identified as priorities increasing productivity in the 
public sector and expansion of the private sector. The government 
in May 1987 took the important step of concluding a SDR 250 million 
stand-by arrangement with the International Monetary Fund (IMF). 
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The arrangement provided the foundation for a Paris Club 
rescheduling of Egypt’s official debt payments due through June 1988 
to Western creditor governments--worth some $6.5 billion--on terms 
more generous than had been granted to virtually any other debtor 
country. The IMF approved the stand-by on the basis of an outline 
presented by the Egyptian Government of its plans to seek 
improvement in its economy through implementation of a series of 
major reforms over the following 18 months. These included measures 
aimed at stimulating net exports and production: adoption of a more 
realistic exchange rate, raising of government procurement prices 
paid to farmers for key crops, and alleviation of impediments to 
private exports. They also included provisions for reducing the 
government budget deficit and restraints on the growth of credit 
aimed at dampening demand and alleviating inflation. 


Over the past two years, the government has devalued and made 
somewhat more flexible the commercial bank exchange rate; 
liberalized some of the controls on agricultural production, 
marketing, and pricing; raised energy prices to begin to reduce the 
strong distorting effect of these prices on economic activity in 
Egypt; and reduced subsidization in a variety of other public sector 
activities. It did not, however, fully meet its targets under the 
IMF stand-by, notably in the areas of budget deficit reduction and 
debt service. The continuing lack of closure with the IMF on these 
and other issues has delayed conclusion of a new IMF stand-by and 
Paris Club rescheduling of debt payments due after June 1988. With 
its foreign exchange reserves running at a small fraction of what 


they were during the oil-boom years, the Central Bank is having 
trouble financing priority imports even while neglecting most of its 
debt-service obligations. 


Putting the Egyptian economy on a path of sustainable growth will be 
a complicated and demanding task. For example, discouraging capital 
flight and stopping inflation in the prices of imported goods 
requires restoring the stability of the Egyptian pound (LE). The 
only way to achieve a more stable pound without weakening the 
international competitiveness of Egyptian exports is to reduce 
domestic inflation, which in turn means reducing the government 
budget deficit and money creation. Increasing job availability 
means stimulating private investment in productive enterprise. To 
undertake such investment, businessmen need to be freer to exercise 
judgment on the profitability of investment projects and to compete 
for markets. Mutual respect and trust between government 
policy-makers and private entrepreneurs need to be reinforced. Real 
wage increases will be possible in public sector enterprises only as 
productivity improves and the enterprises become more profitable. 
Such productivity improvements require greater managerial 
flexibility and will probably necessitate reintroduction of a 
linkage between performance and compensation for workers. Solution 
of the housing crisis depends on allowing investors to charge rents 
sufficient to encourage construction and maintenance of rental 
housing. 
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MACROECONOMIC TRENDS: Quantification of Egyptian economic 
performance is speculative. The government’s national income 
estimates capture only imperfectly the activity in the growing 
"unofficial" economy of small-scale private enterprise. Observers 
agree that addition of unofficial sector activity would raise this 
figure dramatically, but there is no consensus on how much. Nor are 
observers confident of the rate of real GDP growth, i.e., adjusted 
for inflation. The government publishes no GDP deflator data. 


It appears that Egypt’s economy has not grown as quickly as its 
population over the past several years, and, with adverse movement 
in the terms of trade, that average living standards have declined. 
At current exchange rates, the official figure for per capita GDP is 
only about $450. Actual per capita GDP, taking into account 
unrecorded production, is certainly somewhat higher, but still 
leaves Egypt well down in the ranks of lower middle-income 
developing countries. 


Stagnation in the Egyptian economy has resulted from inadequacy of 
investment both in new production and in maintenance and supply of 
existing capacity. According to government estimates, gross 
domestic investment is running somewhat below 20 percent of GDP, 
respectable by developing world standards but well behind that of 
the developing countries that are growing rapidly. External 
factors--notably the continuing softness in the world oil market, 
rising foreign debt service obligations, and levelling off of 
foreign aid to Egypt--have been partially responsible. The more 
fundamental problem, however, has been low domestic capital 
formation. 


Egypt’s record of mobilizing domestic savings for productive 
investment has been weak ever since the nationalizations of the 
Nasser era. As 1989 opened, the government was indicating that a 
long-rumored revision of the Egyptian investment laws was almost 
ready for submission to the People’s Assembly. According to 
official sources, the new legislation will centralize investment 
oversight and authorization responsibilities in a single government 
body and clarify and simplify regulatory procedures. It remains 


unclear whether it will effect fundamental change in the investment 
climate. 


The nagging problem of inflation has become a central policy 
concern. Stagnation in domestic public-sector output, government 
budget problems, and accelerating depreciation of the Egyptian pound 
have produced combinations of rising consumer prices and commodity 
shortages that have become a major focus of attention of 
increasingly hard-pressed lower and even middle class Egyptians. 
Government statistics showing inflation in the range of 13-25 
percent over the past three years probably understate the effective 
rate of inflation felt by consumers since they neglect the extent to 
which individuals are being forced to shift from poorly-stocked 
government-subsidized outlets to alternative, higher-priced 
suppliers for basic food and other commodities. 
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Heavy unemployment is also a major element of the Egyptian economic 
equation. Statistics from the 1986 census showed total unemployment 
at 2 million out of a work force of 13.7 million, a rate of 14.6 
percent (without reference to the probably equally serious problem 
of underemployment). The problem is most salient as an issue among 
young adults. Budget constraints have prevented the government from 
maintaining timely compliance with its commitment to employ all 
university graduates who apply in the public sector--the waiting 
list is now 4-5 years long. Employment in the formal private 
sector, preferred for its higher wages, challenges, and 
opportunities for advancement, remains very scarce. Work in 
small-scale, “informal” enterprises--probably an area of growth but 
there are no data--is still considered unattractive due to the 
menial nature of much of the work and its generally low wages. 
Millions of able-bodied Egyptians are reaching adulthood with no 
reliable assurance of being able to find a job that will provide 
them the basic elements--job satisfaction, ability to finance 


marriage, a home, child-rearing--that give individuals a stake in 
social stability. 


Work abroad (primarily in the oil-producing countries of the Arabian 
Peninsula and Iraq) remains, as it has been since the late 1970s, a 
major pressure relief valve, relatively accessible despite the fall 
in oil prices and still providing employment for as many as 2-4 
million Egyptians (as well as more than $3 billion per year in 
remittances). With the end of the Iran-Irag war and oil prices 
continuing to show weakness, however, it is not certain how durable 
this option will be. Improved absorption by the Egyptian economy of 


its own manpower appears likely to be a major test of its success in 
the future. 


GOVERNMENT MACROECONOMIC POLICIES: The Egyptian Government has 
traditionally relied heavily for income on externally oriented 
sources of revenue--import duties, Suez Canal revenues, and most 
recently income from state-owned oil exports and foreign borrowing. 
It has never developed a strong system of income taxation and has 
only a limited system of domestic sales taxes. 


The challenge that confronts the government is to develop its tax 
system in such a way that it will more fully meet the revenue needs 
of the government (i.e., be more elastic relative to growth in 
nominal GDP), and depend on more reliable (presumably internal) 
sources. To the extent that such development cannot be achieved, 
the government will face having to reduce its expenditures. 

Progress to date has been slow. In the absence of major new revenue 
measures, the government is stuck having to choose between reducing 
the long-term inflation caused by its budget deficit and avoiding 
the short-term inflation in prices of politically-sensitive 
government-supplied commodities that would result from reductions in 
its subsidy expenditures. 
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Expenditures were up--albeit by amounts generally less than the rate 
of inflation--from the previous-year-approved levels. The budget as 
presented made no mention of new revenue measures. The government 
appears nevertheless to have moved forward somewhat in this area, 
converting some existing sales taxes from a unit to an ad valorem 
basis, improving tax enforcement, and raising the prices of 
additional government-supplied goods and services (most recently 
train fares). However, other actions that the government has 
discussed and that would make a larger contribution to revenues, 
such as broadening the income tax and introducing a tax on 
"professionals," are still pending. 


Egypt has experienced very rapid money supply growth throughout the 
1980s. From year-end 1980 to year-end 1986, the domestic money 
supply grew at an average annual growth rate of 29 percent. 

Domestic credit grew at an annual growth rate of 27 percent. Net 
claims on government and the public sector expanded by 24 percent 
per year (declining modestly as a percentage of total domestic 
credit from 73 percent to 66 percent). Rapid growth in the private 
sector resulting from the open door policy and the buoyant economic 
conditions of the early part of the decade produced growth in claims 
on the private sector of 38 percent per year (from a 1980 base total 


of LE 2.2 billion; the increase in money terms was only LE 10.7 
billion). 


In March 1987, the government announced new ceilings on bank credit 
to public and private sector enterprises with the stated purpose of 
dampening inflationary pressures. It exempted lending to itself 
from the ceilings at the same time. In September 1988, the 
government announced that, due to the negative effect that the 
credit squeeze had had on investment, it was relaxing the credit 


ceilings somewhat (albeit to a level still somewhat tighter than 
prior to 1987). 


EXTERNAL FINANCIAL POSITION: Despite the 1987 IMF stand-by 
arrangement and Paris Club debt rescheduling, Egypt’s international 
payments position remained very weak in 1988. The stand-by had been 
predicated on the assumption that a combination of government 
economic policy initiatives and new inflows of aid would allow Egypt 
to achieve a better payments balance and relieve pressure on its 
imports and foreign debt service. Both elements of the combination 
fell short of expectations. The government made negligible headway 
in the 1987-88 fiscal year in reducing the deficit in its foreign 
exchange budget. Government current account revenues remained 
static as modest increases in visible exports were offset by a 
substantial drop in miscellaneous services revenues (interest on 
deposits abroad, airline receipts, etc.). 


Already carrying large assistance programs for Egypt, donor 
countries produced no dramatic increases in aid. The World Bank, 
the largest potential source of new aid, continued to condition 
initiation of major new programs on government implementation of 
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broad economic reform. As a consequence, while government-financed 
imports did rise by 12 percent--$600 million--debt-service payments 
fell by $1,200 million. This left the government still in the 
position of living from hand to mouth as far as foreign exchange was 
concerned, adding additional billions (no precise data available) to 
its debt-service arrearages rather than drawing them down, and 
seeing its access to foreign credit squeezed accordingly. 


According to official data on the Egyptian balance of payments, the 
current account deficit fell from $0.9 billion in FY 1986/87 to $0.5 
billion in FY 1987-88, giving Egypt a $1 billion nominal surplus on 
current and long-term capital payments. Petroleum and other 
industrial exports and tourism earnings were up impressively (the 
former due primarily to the temporary strengthening of world oil 
prices). The May 1987 introduction of a more realistic commercial 
bank exchange rate (see page 10) attracted a larger volume of worker 
remittances into recorded banking channels. These improvements more 
than offset the unexpectedly large increase in the dollar value of 
(mostly private sector) imports. 


Prospects for 1989 are uncertain. The government’s financial 
problems persist. Government imports are constrained by lack of 
financing. The sudden rise in world wheat prices in mid-1988 hit 
Egypt hard (Egypt is the world’s third largest importer of wheat and 
flour). Many foreign commercial financial institutions are 
restricting extension of new credit to Egypt pending improvement in 
the government’s service of old debt. Potential for increase in 
existing, already generous, levels of aid to Egypt appears limited. 
Financial flows from Arab countries have picked up only slightly 
since Egypt’s resumption of diplomatic relations with most of them 


in 1987. Petroleum export revenues do not appear likely to increase 
in the short tern. 


The focus of attention is therefore on what the Egyptian Government 
can do internally to effect improvement in its payments balance. 
The government announced in January 1989 that it had invited the 
International Monetary Fund and World Bank to resume discussion of 
its economic policy plans and seek to establish the basis for a new 
IMF stand-by, renewed World Bank lending, and a second Paris Club 
debt rescheduling. Issues of central importance to economic 
improvement in the realm of international finance include 
strengthening Egypt’s attraction as a site for investment by both 
foreigners and Egyptians, and expansion of exports. With regard to 
the latter, the government has already simplified somewhat 
requirements for government authorizations, but red tape persists. 
Restrictions on private retention and use of foreign exchange income 
from exports are a strong disincentive to active export effort. 
Whether the government moves to open the manufacturing sector more 
fully to private investment and how far it moves in making public 
sector enterprise more competitive will also have a strong bearing 
on future export performance. Adoption of a more flexible 
exchange-rate regime would be helpful in improving export 
competitiveness, although probably not dramatically unless pursued 
in tandem with the above-mentioned administrative reforms. 
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Continued restrictions on acquisition of foreign exchange by 
Egyptian citizens, and the government’s tendency to maintain 
multiple, artificially high exchange rates, are also still important 
impediments to restoring the balance of payments to good health. 
These policies have had the effect of reinforcing lack of confidence 
in the Egyptian pound and hence the tendency to seek foreign 
exchange illegally (through the active parallel market). 


For most purposes, the Egyptian Government ties the Egyptian pound 


to the U.S. dollar. There are multiple exchange rates. Following 
is a list: 


-- Key revenue streams controlled by the government (primarily oil 
and cotton exports and Suez Canal revenues) are recorded at the 
"Central Bank" rate--LE 0.70/$1. The proceeds are used to import 
key commodities, mostly food, which the government is committed to 
sell to the Egyptian people at low prices, and to finance government 
external debt service (use of this rate allows a large part of the 
budgetary cost of these items to be hidden). 


-- There is a "commercial bank" rate. Banks are required to apply 
it to virtually all of their purchases of foreign exchange (primary 
sources are foreign tourists and remittances from Egyptian workers 
abroad, the bulk of private inflows). They are authorized to sell 
exchange from this pool to importers, to foreign-owned companies for 
profit repatriation, and to some extent to private entities with 
foreign exchange debt-service obligations. There is a fixed spread 
of 6 milliemes between the bank buy and sell rates. The rate is 


fixed daily by a committee of government-appointed public and 
private sector bankers in light of market conditions and other 
factors. It has been devalued slowly over the first 21 months of 
its existence, moving from LE 2.17/$1 at its creation in May 1987 to 
LE 2.41 in March 1989--average annual depreciation of 5 percent 
vis-a-vis the dollar. 


-- Demand for foreign exchange that is not met from the two official 
exchange pools sustains a "parallel," partially-legal (trading 
through private foreign exchange accounts in banks), 
partially-illegal (trading outside bank accounts) exchange market. 
Rates in this market are set by traders in response generally to 
supply and demand (although the government from time to time 
intervenes in various ways--including by arresting the traders). 
This market’s primary sources of supply are the same as those for 
the commercial bank pool, and it therefore offers rates for foreign 
exchange above that offered by the banks. In March 1989, this 
market was trading in the range of LE 2.60/$1 for cash, LE 2.63/$1 
for checks--about 8 percent above the bank rate. This margin has 
grown somewhat from a year ago, presumably reflecting a growing 
consensus that the bank rate is over valued. 


-- The government also uses some other exchange rates for 
specialized purposes. For example, it currently favors imports and 
foregoes revenues by using an LE 1.89/$1 rate for calculation of 





-1l1- 


ad valorem customs duties. It has recently devalued the rate it 
uses in its clearing account for transactions with the Soviet Union 


to LE 3.00/pound sterling (sterling used as an intermediate unit of 
account). 


The government has expressed commitment to further liberalization of 
the foreign exchange regime, including eventual elimination of the 
over-valued central bank rate, but has not yet made clear how it 
intends to proceed. How the government manages the commercial bank 
pool and other rates and controls applicable to commmercial and 
private activities will have a major impact on the success of any 
government efforts to inject new vigor into the Egyptian economy. A 
current priority is dealing with growing popular skepticism of the 
viability of the new commercial bank exchange pool and the 
consequent gradual reversal of the transfer of foreign exchange 
inflows from the parallel market into the banks that took place when 
the new bank pool was created in May 1987. 


SECTORAL DEVELOPMENTS: 1988 was not a particularly good year for 
Egyptian agricultural production. Production of cotton, of which 
Egypt grows among the highest qualities in the world, declined for 
the third year in a row. Bad weather has been a factor 
occasionally, but the low government-controlled price paid to the 
farmer for his cotton output is the primary explanation for a steady 
trend of declining productivity since 1980. The government is 
raising the price for the 1989 crop, but it will remain a fraction 
of the world market price. Raising farmgate prices for cotton has a 
heavy impact on the large public sector spinning and weaving mills 
that depend heavily on the subsidy hidden in their cotton 
acquisition price. The government continues to maintain mandatory 
delivery requirements for cotton and two other major crops--rice and 
sugar cane. It did reduce subsidies on a number of agricultural 
inputs, notably fertilizer, and on corn and cottonseed cake, in 
1988. Its new policy of encouraging exports is also yielding 
increases in production and export of less regulated crops such as 
citrus and vegetables. Exporters express the hope that the process 
of relaxation of government regulations will continue. The land 
reclamation program appears to be offsetting the loss of land in 
cultivation being caused by urbanization. 


The Egyptian manufacturing sector appears stagnant. It is dominated 
by ponderous public sector enterprises for whom service of social 
needs--maximum employment and provision of basic consumer goods at 
low prices--rather than efficiency has long been the guiding 
principle. Private investment, drawing on official support provided 
both rhetorically and in the provisions of Laws 43 and 159, expanded 
vigorously in the late 1970s-early 1980s, but has slowed in the past 
few years along with the general economic slowdown. 


This situation is changing slowly. During the first two years of 
his administration Prime Minister Atef Sedki has made encouragement 
of investment and decontrol of both public and private sector 
enterprise a policy priority. The 1987-92 economic development plan 
envisions active private participation in the investment program. 
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There is also some evidence that public sector enterprises are being 
pressed or given latitude to achieve more profitable operation. 
However, given the current depressed state of the economy, some 
strong, highly visible action may be necessary to achieve a rapid 
and decisive change in general perceptions and habits. 


1988 was on balance a positive year for the energy sector. Most 
important was the record summer flood of the Nile River that saved 
Egypt from having to shut down the Aswan High Dam turbines that 
produce up to one-fourth of the nation’s electricity supply. Ten 
years of drought in the river’s headwaters had brought Egypt to the 
brink of this calamity (the turbines had in fact been operating at 
only partial capacity in the months leading up to the annual 
flood). Several more years of relatively heavy flood will be 
required to restore the Dam reservoir to a "safe" level. 


The vagaries of world oil prices continued to disrupt the Egyptian 
economy in 1988. Responding to the world market, the government was 
forced to move its oil export prices back and forth over a spread of 
almost $4--30 percent--during the course of the year. In addition, 
there was a 25 percent fall in the volume of petroleum exports 
during the year. (This was the result of a small decline in the 
average rate of crude production--to about 855,000 barrels per 
day--combined with a rise in the rate of domestic consumption, 
particularly during the first half of the year when the partial 
shutdown of Aswan Dam turbines necessitated heavier reliance on 
oil-fired plants for electricity generation.) Egypt’s crude 
petroleum export earnings fell to $731 million in 1988, down from 
$1.35 billion the previous year (and $2.5 billion in 1985), a 
painful blow to the Egyptian Government which depends on this source 
for a large part of its foreign exchange resources. 


The long-term prognosis for Egypt’s energy producing sector depends 
on finding and developing new reserves of both petroleum and natural 
gas. Production from already-discovered deposits primarily in the 
Gulf of Suez has peaked overall and will decline fairly steadily 
during the 1990s. Recognizing the problem, the government has over 
the past two years approved some 30 new exploration concessions for 
foreign companies and has added a "gas clause" that allows foreign 
concessionaires for the first time to share directly in the revenues 
from gas production (although important operational details remain 
still to be worked out). Gas reserves are believed to be high--over 
10 trillion cubic feet are proven--but the economics of producing 
large portions of them remain uncertain. Continuing government 
insistence that oil companies buy their Egyptian pounds at the 
artificial Central Bank (LE 0.70/$1) exchange rate, an effective 235 
percent surcharge on local currency expenses of these companies, 
remains a deterrent to more active exploration and development 
effort, however. Egyptian oil and natural gas consumption increased 
rapidly through the early 1980s (up 55 percent from 1980 to 1984), 
but has levelled off somewhat since (22.2 million metric tons oil 
equivalent in 1986, 24 million mtoe in 1987). 
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The government has kept the retail price of gasoline close to world 
market levels (excluding the large excise taxes levied in most oil 
consuming countries), having most recently raised the price of 90 
octane “super” from 30 to 40 piasters (13-17 cents) per liter in May 
1988. At the same time, it subsidizes most other petroleum and gas 
product prices heavily. Fuel oil (for power plants), diesel (for 
heavy transport), and kerosene (for home heating and cooking) all 
sell for 5 piasters (2.2 cents) per liter. Pricing of these 
products closer to their world market value would both increase 
government revenues (explicit and implicit oil product subsidies are 


by far the largest subsidy provided by the government) and encourage 
conservation of the products. 


Construction of new electricity generation capacity received impetus 
in 1987-88 as a result of concern over prospects for losing Egypt’s 
hydroelectric capacity due to low Nile River flow. This concern has 
now abated somewhat, but the construction effort continues. There 
are 3,100 megawatts in additional capacity under construction which 
will become available by 1994, increasing installed capacity by 
one-third. Availability of foreign exchange financing has been a 
major constraint on new construction. Some foreign aid donors are 
linking financing for new power projects to establishment of more 
realistic pricing, particularly for large public-sector consumers. 


Tourism is a large bright spot in the Egyptian economy. During the 
past several years, new private investment has produced rapid growth 
in the sector. The government is also offering foreign companies 
participation in and management contracts for state-owned 


establishments. Tourism is now Egypt’s second largest foreign 
exchange earner with total revenues in 1988 estimated at about 

$1.8 billion. Tourist nights were up 10 percent during the first 
nine months of 1988, thanks to increased availability of facilities, 
improved marketing, and the lower prices resulting from the 
devaluation of the Egyptian pound in May 1987. 


The Egyptian banking and financial sector is large but not well 
developed. In addition to the four large public sector banks that 
monopolized the sector during the 1960s, some five dozen commercial 
joint-venture, foreign branch, investment, and other, specialized 
banks have established operations in Egypt since President Sadat 
reopened the door to private investment in the mid-1970s. 
Attraction of local currency deposits is dominated by the public 
sector banks with their wide networks of branches. These banks have 
specialized in financing the public sector, but also provide 
financing for private investments in priority, "productive" 
enterprises. With interest rates fixed by the government, private 
and joint-venture banks have been in a weak position to compete for 
Egyptian pound deposits. Heavy government regulation and the 
depressed investment climate have discouraged development of 
investment banking and equity and financial markets. All of this 
has encouraged most banks to focus on attracting foreign currency 
deposits (interest rates on which are not regulated), and provision 
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of specialized banking services such as opening of import letters of 
credit, as sources of income. As a consequence, despite the size 
and diversity of the financial sector, competition tends to be 
limited to narrow pockets of activity, overall dynamism is low, and 
the classical banking function of channelling savings to productive 
capital formation is neglected. 


One impediment to a more active role for foreign banks in Egyptian 
economic development is the prohibition on foreign banks engaging in 
Egyptian pound business except through joint ventures with one of 
the public sector banks. More and more foreign banks, including 
some of the world’s leading ones, now decline as a matter of policy 
to participate in joint ventures of any kind worldwide. A number of 
these banks have left Egypt in the past several years on account of 
this issue. Others have been held to a token role. 


Another major issue confronting the government in the realm of 
banking policy is how to cope with the continuing preference of its 
citizens to hold foreign rather than domestic currency--producing 
capital flight. The government originally authorized Egyptian banks 
to accept foreign currency deposits in order to keep more of 
Egyptians’ savings available for investment in Egypt. The effort 
was successful but gave rise to two new problems: (1) the banks 
have generally adopted a policy of placing foreign exchange deposits 
left after satisfying reserve requirements outside the country, so 
still only a small portion of the deposits are serving the Egyptian 
economy; and (2) the interest rates paid on foreign exchange 
deposits by the banks (unregulated and therefore generally 
market-oriented, somewhat below rates in the Eurodollar market) are 
very attractive compared to the low, government-imposed rates on 
pound deposits (below inflation and the expected depreciation of the 
pound) and are probably exacerbating the tendency of savers to 
switch out of pounds. 


A full solution to this problem would involve allowing interest 
rates greater freedom to respond to forces of supply and demand, 
plus actions such as development of more diversified capital and 
equity markets offering market rates of return and, most 
fundamentally, actions to strengthen the stability of the Egyptian 
economy and the Egyptian pound. 


The government managed successfully in 1988 the delicate process of 
enacting rules to govern the conduct of the so-called Islamic 
investment companies. There was widespread concern that these 
companies--which had become an imposing fixture in the Egyptian 
deposit-taking picture, operating without regulation of any kind due 
to gaps in existing banking legislation and offering relatively 
large (2 percent plus) monthly dividends--were engaging in unsound 
or even fraudulent activities. In June 1988, the government 
promulgated Law 146 requiring inter alia that the companies prepare 
audited financial statements of their activities, that they seek (by 
November 8) and obtain government approval to restructure their 
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operations and remain in business (else they would be required to 
liquidate operations and refund deposits), and that the government 
in future oversee most important aspects of their activities. 


On November 8, the government announced that several large companies 
and many of the smaller ones had failed to meet the auditing or 
other requirements and would be required to liquidate their 
operations. It appears that the assets of many of the companies 
will not cover their deposit liabilities. The possibility exists 
that this experience will provide stimulus for efforts to develop 
the Egyptian capital market as an alternative recipient of people’s 
savings (to the extent that investment companies were serving simply 
as one more channel for capital flight, however, simultaneous 
government action to deal with the basic factors encouraging such 
flight will be essential for capital market development to be 
successful). The entire picture should clarify further as the 
various restructuring and liquidation operations proceed in 1989. 


U.S. COMMERCIAL RELATIONS WITH EGYPT: 


Trade: The United States is Egypt’s leading trading partner, 
providing about a quarter of its total imports. U.S. exports to 
Egypt were $2.3 billion in 1988. The bulk of U.S. exports to Egypt 
currently are agricultural commodities and goods associated with the 
large U.S. aid program to Egypt. Egypt is the eighth largest market 
for agricultural products, with imports in 1988 totalling about $740 
million. U.S. agricultural sales had totalled nearly $900 million 


in 1985, but dropped in value terms in 1986 and 1987 due to a sharp 
fall in world prices (the volume of trade actually increased in both 
years). Egypt is one of the largest purchasers of U.S. wheat. 

Egypt is also an important market for U.S. corn, tallow, tobacco, 
cotton, soybean meal, and frozen poultry. 


Egyptian exports to the United States dropped to $242 million in 
1988, down dramatically from the $498 million recorded in 1987. 
Petroleum exports ($141 million in 1988, down from $366 million in 
1987) were primarily responsible for the decrease. 


Investment: U.S. Government data showed U.S. direct investment in 
Egypt at $1.7 billion at the end of 1987, of which $1.4 billion was 
in the petroleum sector. One U.S. company, AMOCO, pioneered 
Egyptian petroleum development and is responsible for over half of 
total crude oil production. Many other oil production and service 
companies have active operations in Egypt. 


U.S. companies with investments in manufacturing in Egypt include 
Colgate Palmolive Co., Reynolds Aluminum Inc., Gillette Co., Warner 
Lambert Co., Johnson Wax, York, Borg-Warner, Otis Elevator Co., 
Pfizer Intl. Inc., E.R. Squibb and Sons Inc., Ralston Purina Co., 
and Xerox Corporation. During the past three years, nine 
Egyptian-U.S. joint ventures in manufacturing--General Motors 
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(trucks and buses), American Standard (bathroom fixtures), Chemtex 
Paints, Trane Air Conditioners, Proctor and Gamble (detergents and 
toiletries), Johnson and Johnson, R.P. Scherer (vitamins), Pioneer 
(seeds) and Nile Clothing--began production. These new ventures 
raise the total number of U.S. manufacturing investments to 27. Six 
U.S. banks--American Express, Bank of America, Banker’s Trust, 
Citibank, First Chicago, and Manufacturer’s Hanover--currently have 
some form of representation--joint-venture full-service branch, 
wholly-owned nonlocal-currency branch, or representative office--in 
Egypt. 


Established in October 1982, the American Chamber of Commerce in 
Egypt today has 350 member companies. The number of Egyptian agents 
representing U.S. companies increased over 20 percent in 1988, from 
492 to 592. 


Market Opportunities: Commercial relations play an important role 
in the U.S.-Egyptian relationship. Egyptians are highly receptive 
to U.S. products and services and welcome investment and joint 
business opportunities. In addition to the large potential domestic 
market, Egypt can be a convenient base for serving the Middle East 
region, especially now that Egypt has resumed diplomatic relations 
with most other Arab countries. The recent depreciation of the 
dollar has strengthened the competitiveness of U.S. firms vis-a-vis 
their foreign competitors. In the near term, Egypt’s foreign 
exchange shortage will limit imports, particularly by the public 
sector. U.S. economic and military aid programs, which generally 
require U.S. sourcing for goods and services, remain at a high 
level, however. 


Market opportunities exist for traders and investors in food 
processing, construction, tourism, agribusiness, health, computers 
and data processing, telecommunications, office automation 
equipment, and petroleum equipment sectors. Egypt places a high 
priority on allocating scarce foreign exchange to meeting basic 
requirements--food, capital goods, building materials and raw 
materials for industry. The $200 million per year Commodity Import 
Program (CIP) funded by the U.S. Agency for International 
Development provides short- and medium-term credit and foreign 
exchange to the Egyptian public and private sectors to finance 
importation of goods and equipment from the United States. 





